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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON

BEGHE, Judge: Respondent determ ned a deficiency of
$111,808 in petitioners’ joint Federal incone tax for 1995.

After concessions by the parties, there are two issues for
decision: (1) Whether petitioners are entitled to exclude from
i ncone, as a recovery of basis, any portion of the “contract

val ue” term nation paynents received in 1995 by petitioner Oin
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F. Farnsworth under his District Manager’ s Appoi ntment Agreenent
(DMAA) with Farnmers I nsurance Group, and (2) whether petitioners
are liable for self-enploynent tax under section 1401! on the
DVAA “contract value” term nation paynents.

We hold that petitioners are not entitled to exclude from
i ncome any portion of the DMAA “contract value” term nation
paynments because petitioners failed to prove that M. Farnsworth
had any basis in the DMAA contract. W further hold that the
DVAA “contract value” term nation paynments included in
petitioners’ inconme are subject to self-enploynent tax under
section 1401.

FI NDI NGS OF FACT

Most of the facts have been stipulated and are so found.
The stipulation of facts and related exhibits are incorporated by
this reference.

Petitioners were residents of Redding, California, when they
filed their petition. Petitioners are married and filed a joint
Federal inconme tax return, Form 1040, U.S. Individual Inconme Tax

Return for the taxable year 1995.

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the year at issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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On April 18, 1954, petitioner Oin F. Farnsworth (M.
Farnsworth), fornerly known as Jose Farnsworth, married Goria
Farnsworth, from whom he is now divorced.

From 1956 t hrough part of 1962, M. Farnsworth was enpl oyed
as an agent of Farners |Insurance Group? (Farnmers) in El Paso,
Texas, selling hone, commercial casualty and life insurance.

In 1962, M. Farnsworth, Goria Farnsworth, and their famly
nmoved to Chico, California. From 1962 through part of 1966, M.
Farnsworth worked as a division agency manager for Farmers in the
Chico, California, area.

On Septenber 30, 1966, M. Farnsworth applied to becone a
district manager with Farners. On Novenber 1, 1966, Farners and
M. Farnsworth entered into the DVMAA, under which he was
appoi nted district manager for district nunber 98-26, in Redding,
California. The DVMAA between M. Farnsworth and Farnmers was
effective, including addenda, fromits execution on Novenber 1,
1966 through M. Farnsworth’s retirenment on January 31, 1995.

Under the DMAA, Farnmers agreed to pay M. Farnsworth an
“overwrite” on all business produced by agents of Farners within
district nunber 98-26. An “overwite” is a percentage of the

conmi ssions earned by the sal es agents supervised by the district

2Farmmers I nsurance Goup (Farners) is a collection of
conpani es whi ch, during 1966, included Farnmers |nsurance
Exchange, Truck I nsurance Exchange, Fire |Insurance Exchange, M d-
Century Insurance Co., and Farnmers New World Life Insurance Co.
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manager. Under the DMAA, Farners al so provided certain benefits
to M. Farnsworth, including life and health insurance, in
accordance with Farners’s rules. M. Farnsworth, in return,
agreed to recruit and train as nmany agents acceptable to Farners
as mght be required to produce sales in accordance with the
goal s and objectives established by Farners; to actively
represent only Farnmers; to conformto Farnmers’s regul ati ons and
operating principles; to maintain in full force and effect any
required |icenses; to provide service to policyhol ders through
the agents; to maintain and nake available for audit by Farners
adequate records, including profit and | oss statenents; and to
surrender on cancellation or termnation of the DMAA agreenent
all records, levy lists, cards, books, manuals, papers, forns, or
other material of whatsoever kind, and all copies thereof, having
to do with the business of Farners. Farnmers had the excl usive
right to decrease or otherw se change overwite rates, schedul es
or classifications.

The DMAA was term nable by either Farners or M. Farnsworth
w t hout cause on 30 days’ notice. The DVAA was al so term nabl e
i mredi ately by Farners for cause on specified grounds.

The DMAA provided that upon cancellation by either party
W t hout cause or as a result of M. Farnsworth’s death, Farners
woul d have the right to pay M. Farnsworth the “contract val ue”

and term nate the contract. If Farners did not exercise its
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right to pay “contract value”, M. Farnsworth or his estate could
attenpt to sell his district nmanager position to a successor
nom nee acceptable to Farners for an anount not exceedi ng
"contract val ue".

The amount of the "contract value" referred to in the DVAA
was based upon a schedule that took into account (1) the service
conmi ssion overwite paid to the district manager during the 6
nmont hs i medi ately preceding term nation, and (2) the nunber of
years of service conpleted by the district manager. |In the case
of M. Farnsworth, who had worked for nore than 20 years as a
district manager at the tinme of termnation, the DVAA provided
for a “contract value” of seven tinmes the last 6 nonths’ service
conmi ssi on overwite.

The DMAA specified that all |lists and records of any kind
pertaining to policyholders or expirations, and al so the
informati on contained therein, were the secret and confidenti al
property of Farmers and were never to be used or divulged by M.
Farnsworth. All policy rights remained the property of Farmers.
M. Farnsworth had no rights or privileges in the continuing
ef fecti veness of the policies produced for Farners. M.
Farnsworth had no interest, assignable or otherwi se, in the
district or in the DVMAA, except as to the “contract val ue”

paynments upon term nation wthout cause.
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On Novenber 1, 1966, M. Farnsworth and Farners signed an
addendumto the DVAA, anending his concurrently signed DVAA
The Novenber 1, 1966, addendumto the DMAA reduced M.
Farnsworth’s overwite comm ssions to the portion of the
overwite in excess of $935 per nonth. The nonthly reduction in
the overwite payable to M. Farnsworth is commonly referred to
as the “retention anmount”. Under the terns of the addendum the
retenti on anount was to be withheld for the first 120 nont hs of
the contract (10 years). Commencing with the 121st nonth, the
retention would be reduced or elimnated if Farnmers, in its
di scretion, determned that M. Farnsworth’s performance
warranted the reduction.

A second addendumto the DMAA, entered into by Farnmers and
M. Farnsworth on February 6, 1968, reduced the “retention
amount” from $935 per nmonth to $605 per nonth, but extended the
termof the retentions to the 178th nonth of the contract
(approximately 15 years frominception of the contract).
Commencing with the 178th nonth, the retention would be reduced
or elimnated if Farmers, in its discretion, determned that M.

Farnsworth’s performance warranted the reduction.?

3The stipulation of facts between petitioner and respondent
m scharacterized the retention anounts as conmenci ng, rather than
term nating or being reduced, on the 121st and 178th nonth of the
DMVAA, respectively. The addenda nake clear, however, that the
retention anmounts were to be wi thheld comencing i medi ately, and
were to continue until the 121st and 178th nonth, respectively,
(continued. . .)
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In order to reinburse itself for the cost of paying
“contract value” to retiring district managers (rather than
requiring the retiring managers to sell their interests to the
repl acenent managers), Farnmers began in 1965 to inpose retention
anounts on its new district managers. The retention anounts
w thheld by Farners fromthe conpensation it paid to a new
di strict manager were not used to fund deferred conpensation to
the new di strict manager upon retirenment. Instead Farners used
the retention anobunts to reinburse itself for the cost of paying
“contract value” retirenent benefits to the retiring manager.
Farmers conditioned the new district manager’s right to receive
“contract value” benefits fromFarners at retirenment on his
agreenent to have retention anounts w thhel d.

In issuing a Form 1099 reporting incone to a district
manager, Farnmers woul d take the comm ssion overwite earned by
the district manager and then deduct any “retention anmount”
wi thheld fromthe district manager’s earnings to arrive at the

gross incone of the district manager. During the entire tine

3(...continued)
and we so find. See Cal-Mine Foods, Inc. v. Conmm ssioner, 93
T.C. 181, 195 (1989). The total paynents under both addenda
woul d have been approximately equal. The first addendum call ed
for retentions of $935 per nonth for 120 nonths, totaling
approxi mately $112,200. Assuming the retentions called for under
the first addendum were wi thheld until the effective date of the
second addendum there would have been retentions of $935 per
nonth for 17 nonths, followed by retentions of $605 per nonth for
the remaining 160 nonths, totaling $112, 695.
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that M. Farnsworth worked as a district nanager, Farners

mai nt ai ned standard accounting practices nati onw de, under which
it did not report any “retention anounts” as incone to its

di strict managers.

During that sanme time, M. Farnsworth did not treat the
retention anmounts as incone and did not pay incone taxes on the
retenti on anounts.

M. Farnsworth and Goria Farnsworth were divorced on
Novenber 8, 1988, pursuant to a marital settlenent agreenent
filed in the California Superior Court. doria Farnsworth is not
a party to this proceeding. Under the ternms of the marital
settlenment agreenent, M. Farnsworth assigned to Goria
Farnsworth 32.91 percent of his right to contract val ue under the
DVAA.

In July 1989, the Farnmers Insurance G oup Federal Credit
Uni on approved a loan to M. Farnsworth of $25,001 secured by an
assignnment of M. Farnsworth’s “contract value” in the DMAA. In
May 1991, M. Farnsworth agreed to guarantee a | oan by Farners to
Fred Fourby, an agent of the conpany, secured by M. Farnsworth’s
right to “contract value” upon term nation of the DMAA. M.
Farnsworth retired from Farners on January 31, 1995. At M.
Farnsworth’s retirenment, his “contract val ue” under the DMAA was
$761, 740. Farners deducted fromthe full “contract value” of

$761, 740 (1) the outstanding Credit Union |oan bal ance of
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$20,513. 68, and (2) the remaining bal ance of $5,196.53 on the
Fredy Fourby | oan guaranty, resulting in a net "contract val ue"
of $736, 029. 79.

Pursuant to the DMAA and the divorce decree,
Farmers made the follow ng “contract value” paynents during

t axabl e years 1995 and 1996:

Oin Goria
Farnsworth Farnsworth Tot al
Mar. 2, 1995 $161, 780. 38 $83, 562. 88 $245, 343. 26
July 31, 1995 161, 780. 38 83, 562. 88 245, 343. 26
Jan. 31, 1996 161, 780. 39 83, 562. 88 245, 343. 27
Tot al 485, 341. 15 250, 688. 64 736, 029. 79

Petitioners reported a taxable gain of $263,156 on Form
4797, Sal es of Business Property, and Form 6252, Installnent Sale
I ncone, attached to their Form 1040 for taxable year 1995.
Petitioners reported the total gross “contract value”, anmounting
to $761, 740, which anmount included: (1) Al paynents nmade to M.
Farnsworth in taxable years 1995 and 1996; (2) all paynents nade
to Oin Farnsworth's former wife, Goria Farnsworth; (3) the
cancel ed credit union |oan valued at $20,513.68, which was offset
by Farnmers; and (4) the Fred Fourby | oan guaranty of $5, 196.53,
whi ch was al so of fset by Farners.

Petitioners reduced the gross “contract value” of $761, 740
by $373,560 for “cost or other basis of property sold’. The

“cost or other basis” clained by petitioners consisted of the
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entire $250,689 (rounded) which Farmers paid fromthe “contract
value” directly to Goria Farnsworth during 1995 and 1996, and an
addi tional $122,871 in alleged basis, |eaving a reported gross
profit of $388, 180.

Petitioners reported on Form 6252 receiving $516, 397 in
“contract value” paynments in 1995, consisting of: (1) $323, 560
of “contract value” received by M. Farnsworth; (2) $167, 126 of
“contract value” received by Goria Farnsworth; (3) the cancel ed
credit union |oan of $20,514 (which was apparently repaid by
Farmers out of the contract value); and (4) the $5,197 Fred
Four by | oan guaranty (which was apparently al so repaid or
w t hhel d by Farners).

Using M. Farnsworth’s and G oria Farnsworth’s relative
shares of total contract receipts, petitioners reported a gross
profit percentage of 50.96 on Form 6252. For 1995, on the basis
of total paynents reportedly received by M. Farnsworth and
Goria Farnsworth of $516,397, petitioners reported taxable
install nent sale inconme for the year of $263,156 (50.96 percent Xx
$516, 397 = $263, 156).

Respondent's notice of deficiency disallowed the reduction
from“contract value” for the paynents nmade by Farners directly
to Joria Farnsworth, disallowed the reduction of M.

Farnsworth’ s claimed recovery of basis in the DMAA and
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determ ned that the “contract value” paynents are subject to
sel f-enpl oynent tax under section 1401

Respondent’ s answer concedes that the $167,126 in “contract
value” paid by Farners directly to Goria Farnsworth during 1995
shoul d be taxable to Goria Farnsworth and not to petitioners.

OPI NI ON

Issue 1. Are Petitioners Entitled To Exclude From |l ncone, As a

Recovery of Basis, Any Portion of the DMAA Paynments They Received
in 199572

Petitioners have the burden of proof to establish the anmount
of M. Farnsworth’s basis, if any, in the DMAA contract. See

Rul e 142 (burden of proof generally on petitioner); Martin Ice

Cream Co. v. Conm ssioner, 110 T.C 189, 220 (1998) (Court

accepted Conm ssioner’s determ nation that taxpayer had no basis
in stock where taxpayer failed to introduce evidence to establish

basis in stock); Reinberg v. Conm ssioner, 90 T.C 116, 142

(1988) (petitioners not entitled to depreciation deductions
because they failed to neet burden of proof by establishing
basi s) .

Petitioners argue that M. Farnsworth has basis in the DVAA
contract because he treated the retention anounts as inconme on
his Federal incone tax returns. Petitioners failed to introduce
any docunentary evidence to support their contention.

Petitioners do not have copies of M. Farnsworth’s Federal incone

tax returns fromthe relevant years to show that he reported as
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taxabl e i ncome any of the “retention anmounts” w thheld by
Far mers.

M. Farnsworth’s testinony regarding the retention anmounts
was vague and inconsistent wth the provisions of the DVAA and
the addenda. M. Farnsworth clains to have a basis in the DVAA
of $86,000. He testified that Farners withheld retention anmounts
for 6 years. Yet the docunentary evidence shows originally
required retentions of $935, which were thereafter reduced to
$605 per month. Retentions of $935 per nonth for 6 years woul d
total only $67, 320, substantially |ess than the $86, 000 basis
petitioners clained. The reduced retention of $605 per nonth
begi nning in March 1968 for the remai nder of the 6-year period
woul d have resulted in total retentions of only $49,170.4 M.
Farnsworth was unable to explain the discrepancies between his
recoll ection of the facts, the basis he clained, and the terns of
the addenda. M. Farnsworth admtted that he had no
docunentation to show the anount that Farners actually retained.
The only evidence offered to support M. Farnsworth’s claimthat
he has basis in the DMAA was his self-serving testinony,
testinony that was based on his recollection of events 25 to 30

years before the trial

‘“Payments of $935 per nonth for 17 nonths from Novenber 1966
to March 1968, plus the remaining 55 nonths of paynents at $605
per nmonth, for a total of 72 nonths of paynents (6 years).
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M. Farnsworth also clained that the retention anounts
included interest (at a rate he does not recall), which he
deducted. Presumably, M. Farnsworth’s basis would be | ess than
the $67,320 or $49,170 if some portion of the nonthly retention
anmounts included interest that he deducted. M. Farnsworth’s
testi mony showed that he did not clearly recollect the facts, and
that the anmount cl ained as “basis” was, at best, a very rough
esti mat e.

Petitioners offered no reliable evidence upon which the
Court could determ ne the actual retention anmounts w thheld by
Farmers. M. Farnsworth has asserted that the terns of the
addenda were not followed, but he has failed to provide any
credi bl e evidence of the anpbunts actually retained by Farners.
Petitioners have thus failed to neet their burden of establishing
the retention amobunts with credi bl e evidence.

Whil e we should not disallow entirely all anmunts because

only some anounts have been proven, see Cohan v. Conm ssioner, 39

F.2d 540, 543 (2d Cr. 1930), “the basic requirenent is that
there be sufficient evidence to satisfy the trier that at |east
the anount allowed in the estimte was in fact spent or incurred
for the stated purpose. Until the trier has that assurance from
the record, relief to the taxpayer woul d be ungui ded | argesse.”

See Wllians v. United States, 245 F.2d 559, 560 (5th Cr. 1957).
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In the case at hand, petitioners have failed to convince us
of a specific anount that was withheld as retentions. W know
that the contractual ternms were not followed, that no reliable
docunentary evidence is available to establish the true retention
anounts, and that M. Farnsworth’s testinony concerning the
retention anounts satisfies neither the rules of arithnetic nor
the laws of probability.

More inportantly, even if petitioners had established the
retenti on anounts, petitioners have failed to establish by a
preponderance of the evidence that the retention anmounts were
included in M. Farnsworth’s taxable inconme. 1In order for the
retention anounts to give M. Farnsworth a basis in the DVAA,
petitioners would have to establish that M. Farnsworth reported
the retention amounts as incone for the years in which they were
wi t hhel d; otherwi se the retention anmpbunts woul d not constitute a
cost of his interest in the DVAA that woul d be taken into account
for incone tax purposes. See sec. 1012 (basis of property is

cost); Gertz v. Conmm ssioner, 64 T.C 598 (1975) (disallow ng bad

debt deduction for unpaid wages that were never included in
i ncomne) .

Petitioners offered no evidence, other than M. Farnsworth’s
self-serving testinony, to show that M. Farnsworth previously

i ncl uded the retention anounts in incone.
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Respondent called Carl Earl Dltz, Jr., to explain Farnmers’s
policy regarding the tax treatnent of retention anounts. M.
Diltz was enployed by Farnmers in its accounting departnment for 36
years and is nowretired. M. Diltz began his career at Farners
as an accounting clerk in 1959 and ended his career in 1995 as
director of accounting for the entire conpany. M. Diltz was
thoroughly famliar with Farners’s DMAA contracts, including the
terms, dates that the terns were changed, and the reasons why the
terms were changed. M. Diltz’s testinony was highly credible.

M. Diltz testified that Farnmers always reduced the anount
of incone to the district managers reported on the Fornms 1099 by
the retention anmobunts, and that Farnmers did not treat the
retention anmounts as taxable inconme to the nanagers under the
DVAAS:

Q [Dluring your tenure from* * * 1959 to 1995 when

you retired, was it ever Farners procedure to report

those retention anobunts as incone to district managers?

A No.

M. Diltz also testified that Farners’s procedures were
consistently followed on a nationw de basis, and that it was his
“primary responsibility as a director to devel op those procedures
and to see that all 16 offices were doing exactly the sanme
thing”. W therefore have found that Farners did not report the

retenti on anounts as inconme to M. Farnsworth
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We sustain respondent’s determ nation denying petitioners
any reduction in incone attributable to M. Farnsworth’ s cl ai ned
basis in the DMAA. Petitioners have established neither the
anount of the retentions nor that any such retentions would
bestow on M. Farnsworth a basis in the DVAA

| ssue 2. Are the DMAA Paynents Subject to Self-Enploynent Tax?

The sel f-enpl oynment tax was enacted in 1950 to finance the
extension of Social Security benefits to self-enployed
i ndividuals. Social Security Act Amendnents of 1950, ch. 809, 64
Stat. 477; S. Rept. 1669, 81st Cong., 2d Sess. (1950), 1950-2
C. B. 302, 307-308, 352-353.

Section 1402(a) defines self-enploynent earnings as “gross
i ncome derived by an individual fromany trade or business
carried on by such individual”

The sem nal case considering the neaning of the “carried on”

requirenent is Newberry v. Conm ssioner, 76 T.C. 441 (1981), in

which this Court held that business interruption insurance
proceeds paid to the owner of a grocery store destroyed by fire
were not subject to self-enploynent tax. The Conm ssioner argued
in Newberry that business interruption insurance proceeds were a
substitute for the business incone that woul d have been earned
but for the fire that destroyed the grocery store. The incone

t hat woul d have been earned but for the fire would have been
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subject to self-enploynent tax. Therefore, the Conm ssioner
argued, so should the insurance proceeds.

This Court rejected the Conmm ssioner’s argunent, hol ding
“that there nust be a nexus between the inconme received and a
trade or business that is, or was, actually carried on”. 1d. at
444. Since the insurance proceeds were received not fromthe
operation of the business, but rather because of the nonoperation
of the business, we held that the proceeds were not subject to
sel f - enpl oynent t ax.

The conparable statutory terns--carrying on a trade or

busi ness and rendering services--suggests to us that

any incone nust arise fromsone actual (whether

present, past or future) income-producing activity of

t he taxpayer before such inconme becomes subject to

ei ther FUTA, FICA, or self-enploynent taxes, as the

case may be. * * * [1d. at 446.]

Fromthis small seed has grown a great tree of self-
enpl oynment tax jurisprudence, a tree with many branches. One
| arge branch of the tree is nade up of cases concerning insurance
conpany agent and nmanager term nation paynents.

One of the principal cases addressing whether insurance

conpany agent term nation paynents are subject to self-enpl oynent

tax is MIlligan v. Comm ssioner, 38 F.3d 1094 (9th GCr. 1994),

revg. T.C. Meno. 1992-655, in which the Court of Appeals for the
Ninth Crcuit, to which the case at hand woul d be appeal abl e,
reversed a decision of this Court. The taxpayer in MIlligan, a

former State Farminsurance agent, received term nation paynents
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upon retirement. Under the State Farm agreenment, the taxpayer
was entitled to 5 years of term nation paynents based on a fixed
percentage of his final year’s comm ssions. The taxpayer was
eligible for termnation paynents only if the term nation
occurred nore than 2 years after the contract was entered into.

The term nation paynents were al so subject to reduction for
ref undabl e comm ssions that had al ready been earned by the
t axpayer on policies that were cancel ed during the year foll ow ng
termnation. The reductions were called “chargebacks”.

This Court held, in a Menorandum Opinion, that the
term nation paynents were subject to self-enploynment tax because
t he paynents were “derived”, in the dictionary meaning of the
word, frompetitioner’s prior enploynent. The term nation
paynents were found to be anal ogous to the paynent of future
conmi ssions on policies witten during the termof the contract,
whi ch had been held subject to self-enploynent tax in Becker v.
Tom inson, 9 AFTR 2d 1408, 62-1 USTC par. 9446 (S.D. Fla. 1962):

W find that Term nation Paynents are the

equi val ent of the deferred conpensation which a State

Farm agent, active or retired, would receive from

policies sold in prior years. On this basis, we hold

that Term nation Paynents are derived fromself-

enpl oynent, even though they are received in years

subsequent to the activity which generated them
[MIligan v. Conm ssioner, T.C Meno. 1992-655.]

In reversing the Tax Court’s decision in MIligan, the Court
of Appeals for the Ninth Crcuit held that “to be taxable as

sel f-enpl oynent incone, earnings nust be tied to the quantity or
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quality of the taxpayer’s prior |abor, rather than the nere fact

that the taxpayer worked or works for the payor.” MIlligan v.

Conmi ssioner, 38 F.3d at 1098.

The Court of Appeals found that the taxpayer’s earnings were
not tied to the quantity of his prior |abor. The Court of
Appeal s ruled that the 2-year qualification requirenent related
only to the taxpayer’s eligibility for termnation paynents; the
paynment amounts did not depend on the taxpayer’s |ength of
service beyond the period of eligibility. The Court of Appeals
pointed out that it did not matter whether the taxpayer had
worked for State Farmfor 2 years or 20--the paynents would in
either case be the sane. Because the paynent anounts did not
depend on the length of service or overall earnings, the paynents
were not tied to the quantity of the taxpayer’s services.

In the same vein, the Court of Appeals held that the
termnation paynments did not depend on the quality of the
taxpayer’s prior service. The Court of Appeals recognized that
t he paynents were based on the taxpayer’s final year’s
comm ssions. According to the Court of Appeals, “At nost, the
anount of the Term nation Paynents, not the paynents thensel ves,
actually arose fromMIligan’s business activity.” 1d. at 1099.
The Court of Appeals went on to note that even the anobunt was not
entirely related to MIligan's prior earnings, because of the

potential for chargebacks based on future policy cancellations
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over which MIligan had no control. Because these chargebacks
were entirely unrelated to MIligan’s business activity, the
Court of Appeals held that the paynents were not tied to the
quality of the taxpayer’s prior services. The Court of Appeals
in MIligan therefore concluded that the term nation paynents did
not derive fromthe “carrying on” of the taxpayer’s trade or
busi ness and so were not subject to self-enploynent tax.

In Gunp v. United States, 86 F.3d 1126 (Fed. G r. 1996), the

Court of Appeals for the Federal Circuit followed Mlligan in a
virtually identical factual situation involving the “extended
earnings” of a Nationw de |Insurance Co. agent. As in MIlIigan,
the taxpayer in Gunp was entitled to receive upon term nation of
hi s agency contract a percentage of his final year’s earnings if
he had perforned services under the contract for nore than 5
years. The earnings were subject to reduction for policy
cancel lations occurring in the 2 years after term nation.
Following MIligan, the Court of Appeals for the Federal Circuit
hel d that the paynents were not based on the “quantity or
quality” of the taxpayer’s prior services and therefore were not
subject to self-enploynent tax. The Court of Appeals for the
Federal Circuit explained in GQunp the reason for the rule as
fol |l ows:

Thus, the extended earnings are not unpaid renewal

comm ssions, they are conputed by reference to renewal

commi ssi ons--a reasonabl e i ndi cator of the val ue of
GQunp’ s insurance business at the tinme he relinqui shed
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control of it. The anount is unaffected by his incone
during any prior period, by the total nunber of
policies witten over his career, by the total tine
period he served as an agent, or even by the |ength of
his service to Nationwide. |In other words, the anount
is not “tied to the quantity or quality” of his |abor
in any neani ngful way. [ld. at 1130.]

An of fshoot of the tree sprouted in Schelble v.

Comm ssi oner, 130 F.3d 1388 (10th Gr. 1997), affg. T.C Meno.

1996- 269. There, the “extended earnings” of an American Famly
Life I nsurance Co. independent agent were held to be subject to
sel f-enploynment tax. Both the Tax Court and the Court of Appeals
for the Tenth Crcuit distinguished MIligan on its facts, on the
ground that the paynents to the taxpayer in Schel ble depended on
the quantity and quality of his prior self-enploynent services.
In general, the extended earnings paynents were
cal cul at ed based on a percentage of the renewal service
fees paid to the agent during the six- or twelve-nonth
period preceding the nonth the Agreenent term nated.
The percentage was based upon the agent’s |ength of
consecutive service for the Conpanies imediately
preceding term nation of the Agreenent. * * * [1d. at
1390. ]
Unlike MIlligan, the ambunt of term nation paynments to be
recei ved by the taxpayer in Schel bl e depended on the | ength of
his service to the insurance conpany and were tied entirely to
his earnings during the 12-nonth period prior to term nation
wi t hout being subject to any postterm nation adjustnents for
events outside of his control (such as, in MIligan, chargebacks

for policy cancellations after termnation of the agreenent).

The Court of Appeals in Schelble distinguished MIligan and held
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that “M. Schelble s paynents are tied to the quantity and
quality of his prior services perforned for the Conpanies.” 1d.
at 1393.

The Court of Appeals in Schelble also distinguished Gunp v.

Comm ssi oner, supra. 1d. The “extended earnings” paynents in

Qunp were calculated in the sane way as the term nation paynents
in Mlligan and differently fromthe “extended earnings” in
Schel ble. The Court of Appeals for the Tenth Crcuit rejected
t he taxpayer’s suggestion that the | abel attached to the paynents
has any tax significance.

However, the paynment schenme in GQunp is nearly identical

to that in MIlligan and distingui shable from M.

Schel bl e’ s paynent schene. For the sane reasons we

reject MIligan, we also find Gunp does not apply [toO]

M. Schel ble’s case. [Schelble v. Comm ssioner, supra
at 1393-1394.]

In Jackson v. Conm ssioner, 108 T.C. 130 (1997), the Tax

Court, in a reviewed opinion, followed MIligan in a case that
woul d not have been appeal able to the Court of Appeals for the

Ninth Crcuit. Li ke MI11ligan, Jackson involved term nation

paynents to a State Farm agent under a contract providing for a
2-year qualification period, paynents based on a fixed percentage
of the final-year’s conpensation without regard to the | ength of
service, and a reduction for conm ssion chargebacks on policies
canceled after termnation. Following MIligan, this Court held

that the termnation paynents were not subject to self-enploynent
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tax because the paynents were not tied to the “quantity or
quality” of the enpl oyee’ s services.

This Court in Jackson al so recogni zed the factua
distinction identified in Schelble: where the term nation
paynents are tied to the quantity or quality of the taxpayer’s
prior services, the paynents will be subject to self-enploynment

tax. Jackson v. Commi ssioner, supra at 136.

In Lencke v. Comm ssioner, T.C. Menp. 1997-284, after

di stinguishing the facts fromthose in MIlligan and Jackson, this
Court held that paynents in lieu of renewal conmm ssions to which
an insurance agent would otherw se be contractually entitled are
subject to self-enploynent tax because the paynents retain the
character of the renewal conmm ssions they repl aced.

Congress, in section 1402(k), codified the standard

established in MIligan with respect to term nation paynents nade
after Decenber 31, 1997, to an “insurance sal esman”. Taxpayer

Rel i ef Act of 1997, Pub. L. 105-34, sec. 922(a), 111 Stat. 879-
880. Section 1402(k) exenpts insurance sal esman term nation
paynments from sel f-enploynent tax if, anmong other things, the
anount of the paynents “does not depend to any extent on |length
of service or overall earnings from services performed for such
conpany (w thout regard to whether eligibility for paynent
depends on length of service).” Sec. 1402(k)(4)(B). The parties

agree that section 1402(k) does not apply to the case at hand,
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because M. Farnsworth was not an “insurance sal esman”, and
because the paynents were made in 1995, before the effective date
of the statute. However, the legislative history of section
1402(k) mekes it clear that the provision was intended to codify
existing law.®

Factual ly, the case at hand is |like Schelble, and unlike

Jackson, Gunp, and MIlIligan, because the anount of M.

Farnsworth’s term nati on paynents depended on the length of his
relationship with Farnmers. M. Farnsworth’s “contract val ue”
referred to in the DMAA was based upon a schedul e that took into
account the nunber of years of service conpleted by the district
manager. This was nore than a one-step eligibility requirenent.
The | onger the taxpayer’s tenure as district manager, the higher
t he percentage of the taxpayer’s final 6 nonths’ earnings that
was used to conpute “contract value”. The anmount varied between
three tines the last 6 nonths’ service conm ssion overwite for a
district manager with 5 years of service to seven tines the | ast

6 nmonths’ service comm ssion overwite for a manager who had, as

SAfter citing Jackson v. Conmi ssioner, 108 T.C 130 (1997),
Qunp v. United States, 86 F.3d 1126 (Fed. Cr. 1996), and
MIlligan v. Conmm ssioner, 38 F.3d 1094 (9th Cr. 1994), revg.
T.C. Meno. 1992-655, the Conference Commttee report states:
“The House bill codifies case |aw by providing that net earnings
from sel f-enpl oynent do not include any anount received during
the taxabl e year from an i nsurance conmpany on account of services
performed by such individual as an insurance sal esman for such
conpany”. H. Conf. Rept. 105-220 at 458 (1997), 1997-4 C. B
(Vol . 2) 1457, 1927-1929.
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M. Farnsworth did, 20 or nore years of service as a district
manager .

Mor eover, unlike the taxpayers in Jackson, Gunp, and

MIligan, the paynments to which M. Farnsworth was entitled were
not subject to reduction for events unrelated to his services and
occurring after term nation.

There is also evidence in the record to suggest a
significant relationship between M. Farnsworth’s rights under
the DMAA to recover “contract value” at termnation and his
agreenent at inception of the DMAA to have the retention anounts
withheld. M. DItz testified that the retention amounts were
i nposed in order to enable Farnmers to recover froma successor
manager the cost of paying “contract value” to the retiring
manager replaced by the successor. Prior to the requirenent for
t he successor nanager to have retention anobunts w thheld, there
was no provision for the paynent of contract val ue upon
termnation. Wile there is no relationship between the new
manager’s retention ampunt and the “contract val ue” anount
(because the retention amobunt is based on the forner nmanager’s
contract value), the successor nmanager’s right to contract val ue
upon his retirenment was conditi oned upon his agreenment to have
the retention anounts wi thheld. There was thus a causal
rel ati onship between the right to contract value and the

retention requirenment. The causal relationship between M.
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Farnsworth’s agreenent to allow his overwite conm ssions to be
reduced by retentions and his right to recover “contract val ue”
upon term nation creates an additional nexus between the
term nation paynents and his prior enpl oynent.

Because, as in Schelble v. Comm ssioner, 130 F.3d 1388 (10th

Cr. 1997), the contract value paynents to M. Farnsworth were
based on the quantity (length of service) and quality (final 6
nont hs’ earnings w thout reduction for post term nation events)
of the services rendered by M. Farnsworth, and because of the
causal relationship between retentions and the right to “contract
val ue” paynments at term nation, Farners’s contract val ue paynents
to M. Farnsworth are subject to self-enploynent tax.

Petitioners attenpt to distinguish Schelble on three
grounds. First, petitioners argue, wthout citation of
authority, that the holding of Schel ble should not apply to the
case at hand because the taxpayer was an insurance agent, while
M. Farnsworth was a district nmanager. Petitioners fail to
explain how a difference in M. Farnsworth’s title or duties
woul d nmake any difference in the result. The fact remains that
there is a sufficient nexus between the paynents and M.
Farnsworth’ s sel f-enpl oynent services to cause the paynents to be
subject to the self-enploynent tax.

Second, petitioners argue that the paynents in Schel ble were

“based on the future conm ssions the Agent would have earned if
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the Agent had stayed with the insurance conpany”. The
term nation paynents in Schel ble were based on a percentage of
the renewal comm ssions paid during the final nonths of the
contract. One of Schelble s conpanies paid between 50 percent
and 150 percent of the comm ssions for the final 12 nonths of
service, while the other conpany paid between 50 percent and 100
percent of the comm ssions for the final 6 nonths of service. 1In
both cases, the percentage depended on the |l ength of the agent’s
termof service. Petitioners argue that the holding in Schelble
shoul d not apply to the case at hand, where the term nation
paynents are based on prior earnings rather than future
conmi ssions. Again, we reject petitioners’ argunent. In

Newberry v. Conmm ssioner, 76 T.C 441, 444 (1981), we held that

it does not matter whether the incone arises froma “past,
present, or future inconme-producing activity”. See also

Schumaker v. Conm ssioner, 648 F.2d 1198, 1200 (9th G r. 1981)

(sel f-enpl oynent inconme determ ned from source of inconme, not

t axpayer’s status when incone realized); sec. 1.1402(a)-1(c),

| ncome Tax Regs. (self-enploynent incone nmay include paynents

received fromservices provided in a prior taxable year).
Finally, petitioners argue that the term nation paynents

shoul d be treated as gain or loss fromthe sale of property under

section 1402(a)(3)(C, rather than as ordinary self-enpl oynent

income. Following a long Iine of authority, we held in dark v.
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Conmi ssioner, T.C. Menp. 1994-278 and Lowers v. Commi SSi oner,

T.C. Meno. 1991-75, that the “contract val ue” paynents upon
termnation of a Farners DMAA constitute ordinary income and not
capital gains fromthe sale of property. In Cark we stated:

Under the 1967 Agreenent, all * * * rights or
privileges for the continuing effectiveness of policies
produced on behal f of any of the Conpanies, including
all records pertaining thereto, were and should at al
times remain the property of Farners. The short answer
is that petitioner transferred nothing to Farners. The
contract with Farners was not sold or exchanged, but
was term nated. On Decenber 31, 1986, petitioner’s
services as a Farners district nmanager cane to an end.
The | ocal agents that petitioner had obtained for
Farmers remai ned, as before, |ocal agents of Farmners.

* * %

See also Deal v. Comm ssioner, T.C. Meno. 1973-49 (ordinary

inconme treatnment for term nation paynment by Farners under earlier
formof Farmers DVAA).

Li ke the taxpayers in dark, Lowers, and Deal, M.

Farnsworth did not sell any property to Farmers. Farners owned
all the business property used by M. Farnsworth. The DVAA
between M. Farnsworth and Farners provides:
The Di strict Manager understands and agrees that al
lists and records of any kind pertaining to
pol i cyhol ders or expirations, and also the information
contained therein, are the secret and confidenti al
property of the Conpanies and shall never be used or
di vul ged, except as specifically authorized by, and for
the benefit of, the Conpani es.
The paynments M. Farnsworth received were expressly in
consideration for the termnation of the DMAA contract; the

paynments were not nmade in return for the transfer of specific
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property owned by him Neither in formnor substance was the
transaction at issue a sale of property by M. Farnsworth.

The “contract value” term nation paynments to M. Farnsworth
under the DMAA are subject to self-enploynent tax.

To refl ect concessions of the parties,

Deci sion will be entered

under Rul e 155.




